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When  called  upon  to  address  the  issue  of  whether  the 
time  has  come  for  a  deregulation  of  telecommunications  services 
among  the  states,  I  find  it  particularly  useful  to  examine  the 
perceived  benefits  of  rate  of  return  regulation.  Then  it  must  be 
determined  if  those  benefits  are  still  being  realized  today  and 
if  the  costs  of  the  system  so  significantly  outweigh  those  bene¬ 
fits  as  to  make  continued  rate  of  return  regulation  somewhat 
outmoded.  Additionally,  it  is  instructive  to  examine  both  those 
traditional  goals  and  the  means  we  employ  to  pursue  them,  as  to 
their  continued  viability  in  the  expanding  telecommunications 
environment . 

The  perceived  benefits  from  rate  of  return  regulation  of 
telecommunications  have  been: 

1.  Universal  Service; 
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Through  the  vehicle  of  rate  of  return  regulation  we  have 
been  able  to  provide  service  to  meet  the  demands  of  American 
Industry,  while  at  the  same  time  providing  below-cost  prices  for 
residential  subscribers  and  servicing  unprofitable  rural  resi¬ 
dents  .  In  the  sense  of  meeting  the  social  policy  goals  of  a 
relatively  inexpensive  telecommunications  system  with  service 
available  almost  to  everyone,  the  social  goals  of  universal  serv¬ 
ice  as  seen  by  high  penetration  rates,  and  of  establishing  a 

modern  telecommunications  network  were,  by  and  large,  achieved 

1 

under  rate  of  return  r egulat i on . x 

But  as  we  all  know  the  successes  have  not  come  without  a 
cost.  The  drawbacks  of  rate  of  return  regulation,  and  its  pur¬ 
suit  of  social  policy  goals,  may  have  prevented: 

1.  the  availability  of  better  technology  to 
some  customers, 

2.  a  more  equitable  pricing  system,  and 

3.  more  efficient  use  of  the  network. 


"Telephone  Penetration  and  Household  Characteristics  for 
1986,"  The  FCC  Report,  March  26,  1987. 
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That  system  worked  well,  but  we  must  keep  in  mind  that  it  was  a 
closed  system.  Change  the  equation  of  that  system,  then  the 
efficiency  of  rate  of  return  regulation  starts  to  collapse. 

When  competition  was  added  to  the  equation,  the  ration¬ 
ale  for  continuing  traditional  state  rate  of  return  regulation  of 
the  telecommunications  industry  begins  to  lose  much  of  its  justi¬ 
fication.  As  new  players  enter  the  market  and  the  monopoly 
structure  erodes,  it  makes  little  sense  to  cling  to  a  system  of 
regulation  which  may  discourage  innovation  and  efficiency  and 
create  unfair  cross-subsidization.  Continuation  towards  that 
path  will  lead  to  a  scenario  where  the  most  efficient  and  sophis¬ 
ticated  telecommunications  systems  will  be  available  to  those  who 
can  bypass  the  system,  while  the  captive  customers  will  absorb 
the  punitive  costs  of  a  restrictive  regulative  environment. 

I  should  note  that  there  is  not  unanimous  agreement 
concerning  rate  of  return  regulation.  Gene  Kinnelman,  the  legis¬ 
lative  director  of  the  Consumer  Federation  of  America,  has  been 
very  vocal  about  his  concern  with  new  proposals: 
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If  you  can  show  me  any  proposal  that  on  its 
face  provides  the  same  kind  of  declining  cost 
curve  and  other  benefits,  that  I  have  seen 
historically  in  the  telephone  industry,  then  I 

would  be  willing  to  sit  down  and  talk  about  a 
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new  form  of  regulation. 
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Carl  Hunt,  Jr.,  in  his  presentation,  "Why  Rate  Base 
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on"  ,  argues  that  such  regulation  may  provide  incentives 
fficiency  and  inflation  of  the  rate  base.  However,  the 
se  process,  if  conducted  by  an  informed  Commission 
by  technical  experts,  can  indeed  determine  allowable 
,  investments  and  an  appropriate  rate  of  return.  Mr. 
o  maintains  that  while  the  information-gathering  process- 
ate  of  return  regulation  may  be  expensive,  such  expense 
ssary;  for  without  that  information  the  regulatory  agency 
t  protect  ratepayers  against  monopoly  pricing.  Finally, 
ts  that  the  costs  of  regulation  are  minimal  when  compared 
he  feels  would  be  the  doubling  or  tripling  of  basic 
rates  without  inflation. 


Gene  Kinnelman,  presented  to  the  University  of  New  Mexico's 
Seminar  on  "The  Future  of  Social  Contract,"  September  25, 
1987  . 

Presented  to  the  NARUC  Subcommittee  on  Telecommunications  and 
Cost  Allocation  and  The  NARUC  Subcommittee  on  Economics  and 
Finance,  July  20,  1987. 


4 


While  Mr.  Hunt's  views  may  have  some  merit,  I  think  we 
can  all  agree  that  those  views  may  be,  at  the  present  time,  a 
minority  opinion  as  they  relate  to  local  exchange  carriers. 

State  regulation,  with  its  adherence  to  the  old  rate  of 
return  methodology,  has  faced  a  number  of  challenges,  including: 

1.  The  system  restricts  profits.  If  the  utility 
is  limited  to  a  given  return  over  its  costs, 
there  is  no  incentive  to  lower  those  costs. 

Any  opportunity  for  what  FCC  Chairman  Dennis 
Patrick  terms  "entrepreneurial  profits",  the 
return  realized  by  socially  desirable  economiz¬ 
ing  and  innovation  -  are  denied. 


2.  The  system  has 

failed  to  control 

costs 

and 

non-traffic 

sensitive  costs  have 

incr 

eased 

dramatically . 

Under  the  present  s 

ystem 

with 

pooling,  local  exchange  companies  are  reim¬ 
bursed  for  NTS  costs  by  NECA  (National  Exchange 
Carriers  Association),  thereby  eliminating 
incentives  to  control  costs. 
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3.  Regulatory  lag  undesirably  limits  pricing  flex¬ 
ibility,  with  the  result  that  regulated  firms 
cannot  effectively  respond  to  competition. 

4.  Where  a  firm  provides  both  regulated  and 
unregulated  services,  ra te-of-r et ur n  regulation 
encourages  "cost  shifting",  of  joint  and  common 
costs  from  unregulated  to  regulated  services. 

There  are  many  more  criticisms  of  rate  of  return  regula¬ 
tion,  suffice  it  to  say  that  it  is  apparent  that  on  the  state 
level  it  is  time  to  reevaluate  the  system  before  the  costs  to  the 
public  are  too  great. 

The  task  ahead  is  not  all  that  complex,  but  it  is  some¬ 
what  compelling.  We  must  devise  a  system,  not  necessarily  based 
on  regulation.,  which  encourages  efficiencies,  promotes  competi¬ 
tion  and  innovation,  and  eliminates  subsidies  and  uneconomic 
bypass  while  still  maintaining  the  desirable  goal  of  universal 
service  and  the  protection  of  captive  customers. 
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What  is  needed,  at  the  state  level,  is  a  methodology 
assessing  when  the  costs  of  regulation  outweigh  the  benefits  that 
is,  when  it  is  appropriate  to  deregulate  and  to  take  alternative 
paths.  Louis  Guth,  Senior  Vice  President  of  the  National 
Economic  Research  Associates  (NERA),  has  advocated  diminishing 
the  costs  of  regulation,  while  directly  addressing  the  benefits 
through  other  policies.  Specifically,  he  advocates: 


1.  Eliminating  the  issue  of  Universal  Service 
from  the  debate  over  regulation/deregulation. 
Instead  of  tinkering  with  the  rate  structure  to 
promote  universal  service  as  we  have  done  in 
the  past,  perhaps  alternative  measures  should 
be  employed,  such  as  qualified  lifeline  plans 
for  low-income  users,  and  "no  frills"  measured 
service  for  a  low  flat  charge.  Many  now 
maintain  that  the  issues  of  universal  service 
and  lifeline  are  not  industry  issues,  but 
public  welfare  issues,  addressable  by  the 
government  . 


2.  Unconditional  Open  Access  of  the  Local  Network. 
Mr.  Guth  theorizes  that  by  allowing  open  access 
to  local  network,  more  innovative  services  will 
be  offered,  providing  for  expansion  in  the 
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total  market.  He  also  believes  that  our  best 


hope  in  identifying  the  true  costs  of  providing 
individual  telecommunications  service  is 
through  competitive  exploration  -  with  the  cost 
information  gained  from  firms  selecting 
different  competitive  pricing  strategies 
perhaps  regulators  will  feel  more  confident  in 
relaxing  regulatory  constraints  on  the  local 
companies . 

3.  Finally,  a  division  of  local  telephone  services 

into  regulated  (access  and  basic  exchange), 

non-tariffed  and  deregulated,  as  to  reduce  the 

cost  of  regulation.  Many  states  are  now 

exploring  this  form  of  deregulation  -  Illinois 

is  one  of  them,  with  its  classification  of 

competitive  and  non-competitive  services  under 

4 

our  Telecommunications  Act. 


Louis  Guth,  "Deregulation,  Relaxed  Regulated  and  Other 
Alternatives,  Telecommunications  in  a  Competitive  Environ¬ 
ment,"  National  Economic  Research  Associates,  Inc.,  March, 
1987. 
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Other  alternatives  to  traditional  regulation  have  been 
mentioned:  the  social  contract  is  one  and  price  caps  are  being 

explored  on  both  the  state  and  federal  level.  Under  "market- 
based  regulation,"  a  comparable  earnings  approach  would  be  uti¬ 
lized  where  regulators  could  allow  firms  to  increase  or  reduce 
prices  with  added  flexibility.  "Banded  pricing"  is  also  an 
option.  An  intriguing  possibility  is  offered  by  forms  of  "incen¬ 
tive  regulation"  where  regulators  would  still  set  rates  of 
return,  but  allow  firms  to  keep  a  percentage  (usually  half)  of 
profits  in  excess  of  authorized  levels.  This  option  provides  an 
incentive  for  minimization  of  costs  and  efficiency. 

As  a  regulator,  there  are  certain  concerns  which  I  can¬ 
not  ignore.  Initially,  I  must  note  that  what  may  work  in  terms 
of  deregulation  for  one  jurisdiction  may  be  wholly  inappropriate 
for  another  jurisdiction.  Secondly,  deregulation  of  an  industry 
has  historically  had  a  negative  impact  on  services  to  small  towns 
and  rural  communities.  I  refer  you  to  two  presentations  on  this 
subject:  "The  Dark  Side  of  Entry  and  Exit  Deregulation",  by  Paul 

5 

Dempsey,  and  "The  Continuing  Role  for  Franchise  Monopoly  in 

g 

Rural  Telephony",  by  John  Panzar . 


Professor  of  Law  and  Director  of  Transportation,  Northwestern 
University,  March  21,  1987. 

Professor  of  Law  and  Director  of  Transportation  Law  Program, 
University  of  Denver  College  of  Law,  April  22,  1987. 
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Finally/  if  we  unconditionally  open  access  to  the  local 
exchange,  what  will  be  the  effect  on  the  local  telephone  com¬ 
panies  if  the  market  does  not  ultimately  expand  as  a  result  of 
competition?  Would  open  access  leave  captive  customers  to  pick 
up  increasing  portions  of  fixed  costs? 

Such  concerns  must  be  addressed  before  we  completely 
embrace  a  posture  of  deregulation  of  the  telecommunications 
industry.  The  task  of  the  state  regulator  in  the  future  will  be 
that  of  evaluator  and  monitor,  in  addition  to  the  traditional, 
but  reduced  role  of  policy  maker.  Competition  in  telecommunica¬ 
tions,  in  some  form,  must  be  given  the  opportunity  to  demonstrate 
its  alleged  market  efficiencies,  and  the  industry  must  live  up  to 
its  promises  of  innovative  services  and  advanced  technologies. 

I  will  conclude  by  saying  that  whether  competition  in 
the  future  is  a  success  or  failure  will  somewhat  depend  on  the 
ability  of  regulators  to  overcome  their  fears  and  biases  --  fears 
of  change,  of  political  reprisals,  and  of  technology. 

Many  of  those  fears  and  biases  could  be  raised  and 
addressed  through  a  forum  with  a  cross  section  of  a  given  states 
interested  parties  as  has  been  done  in  California. 
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Following  this  forum,  the  California  Council 
concluded:  It  is  necessary  to  strike  a  bal¬ 
ance  between  regulation  and  competition  in 
order  to  assure  that  essential  services  are 
available  to  all,  while  encouraging  entrepre¬ 
neurial  development  of  new  information  prod- 
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The  Intelligent  Network  Task  Force  Report, 

Council,  Pacific  Bell,  October,  1987. 
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